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National Association of Cost Accountants
THIRD NEW ENGLAND REGIONAL COST CONFERENCE

A somewhat detailed description of the happenings at the Third
New England Regional Conference, held in Hartford, Conn., on May
18 and 19, appeared in the June 1 Bulletin. Without doubt the re
gional conference was the best one the N. A. C. A. has yet held.
Each Conference surpasses the previous ones and hangs up a new
mark to shoot at.
At the morning session National President J. P. Jordan and
National Secretary S. C. McLeod made brief talks on what the
N. A. C. A. stands for.
At the luncheon some of the speakers on the program were un
able to be present, but the N. A. C. A. never lacks some one to step
into such an emergency and do a creditable piece of work as a sub
stitute. The occasion at the luncheon was no exception. Toast
master A. W.Fox, President of the Hartford Chapter, first called
on Clinton H. Scovell, of Scovell, Wellington and Co., Boston, who
in a New England setting and among New England men logically
chose an appropriate theme for his remarks. He spoke of the indus
trial advantages and opportunities of New England, which he be
lieves are not surpassed by other parts of the country. His remarks
met with a hearty response.
Harold Dudley Greeley, Treasurer of the N. A. C. A., was the
next substitute speaker. He brought out some points on the use of
Graphic Charts by foremen which he did not have time to present
at the morning session. He also spoke of the Arbitration Society of
America and made a plea that cost accountants could do a lot to
allay industrial unrest. He also made the point that the fine work
of the N. A. C. A. really deserves more publicity.
The last “pinch hitter,” R. P. Butler, Corporation Counsel of
Hartford, interspersed his serious remarks about the financing of
the City of Hartford with sparkling wit and humor, which kept his
audience in a perpetual good frame of mind.
The luncheon hour was by no means less interesting and valu
able than the other parts of the program.
Following the afternoon technical session a short business
meeting was held, Regional Director F. H. Stocker presiding. At
this meeting it was voted to hold the next New England Regional
Cost Conference in Boston, some time during the latter part of
October, the exact date to be selected later by the Boston Chapter.
After the meeting a large number of members spent an hour or
two inspecting the splendid exhibit of mechanical appliances which
were displayed.
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MORNING SESSION

F. L. Vaughn, Vice-President, Worcester Chapter, presiding.

SHOULD MATERIAL BE CHARGED AT COST OR
REPLACEMENT VALUE?
Chas. F. Rittenhouse

Chas. F. Rittenhouse and Co., Boston, Mass.
As a result of the steadily growing interest in cost accounting
during recent years, we are gradually getting away from stereo
typed ideas on the subject and are becoming open minded on any
theory which may be advanced relative to the practice of this im
portant phase of accounting.
A few years ago, the average cost accountant and the execu
tive as well, would have regarded the subject which has been as
signed to me as wholly one-sided. He would have held firm to what
he would have regarded as a fundamental principle that cost ac
counting records should, under all circumstances and conditions,
reflect actual costs, whether it be of labor, raw material, or plant
assets.
Recently, however, we have begun to give serious thought to
standard costs, estimated costs, specification costs, and replacement
costs, as opposed to actual costs. My subject clearly limits me to a
discussion of replacement costs as opposed to actual costs, and fur
ther, to replacement cost of material only.
At the outset, it may not be out of place for me to say that per
sonally I am more keenly interested in the subject of standard costs
as opposed to actual. But I shall attempt to confine myself to the
subject assigned. I, however, have hopes that in the discussion
which may follow my paper, some time may be devoted to standard
costs.
Those of us who have followed the literature of cost accounting
have doubtless been impressed with the fact that comparatively
little attention has been given to any means of determining costs
other than by the use of actual costs. I find, with one or two ex
ceptions, that very little mention has been made of replacement
costs by the authors of our standard texts. No criticism is intended
for this omission. The author of a text or reference book must con
fine his discussion, to a considerable extent, to generally accepted
theories and to standardized procedure. The practical man who is
constantly on the firing line is usually the one who interests him
self in research work and in original theories which he may have
developed. The ideas of such a man are usually available through
articles written for our professional periodicals and through papers
read at our conventions. It is not necessary to remind most
of you that the subject given to me was discussed in some detail at
the Third International Cost Conference in Atlantic City last year..
6

The excellent papers which were read at this convention were pub
lished in the 1922 Year Book and all of you who are interested in
this subject are urged to read them. The same question was also
discussed in the September, 1922, Bulletin of our Association, brief
answers having been submitted by six different authorities.
I fear that my paper will not add anything to what has been
said by these men, nor bring any further light to bear on the sub
ject. Rather, I shall attempt to summarize the arguments in favor
of each basis for costing material in a somewhat different manner.
I believe that it is a correct statement to make that compara
tively little attention was given to the method of charging material
into costs at replacement value, until manufacturers had expe
rienced some of the violent fluctuations in the prices of basic mate
rials which occurred during the World War and subsequent thereto.
We may assume, therefore, that as prices become more stabilized,
and as fluctuations therein are confined within narrower limits, less
attention will be paid to the advantages of replacement costs.
The arguments in favor of replacement costs as opposed to
actual costs may be summarized briefly as follows:
1. Replacement costs in many instances represent the only
sound basis from which a competitive selling price can be arrived
at. A manufacturer who is converting into a finished product raw
material contracted for in a period of high prices may be, and often
is, in direct competition with a manufacturer who is converting raw
material bought at a much lower price. It follows, therefore, that
any marked variance in the prices quoted by two or more manufac
turers may be eliminated to a large degree, if a manufacturer whose
material cost him more than the prevailing market price were to
figure his material costs at replacement value, thus considering his
loss as due to unfortunate buying rather than suffer what might
ultimately be a heavier loss due to failure to land orders.
2. The use of replacement costs instead of actual costs brings
out in bold relief the judgment, foresight and knowledge of market
conditions of the purchasing department. In other words, it puts
the purchasing department on its own responsibility and holds the
department accountable for results. It completely segregates the
operating department of a business from the purchasing depart
ment, and automatically draws a clear distinction between operating
profits and profits due to shrewd buying. It will thus be seen that a
large manufacturer with a well organized purchasing department,
contracting for material in large quantities and for some period
ahead of actual requirements and using such basic materials as cop
per, steel, rubber, lumber, sugar, cotton, wool, leather, etc., who
uses replacement costs over a period of years could determine from
what source its profits were derived, i. e., whether from a specula
tive gain or loss, for which the purchasing department is respon
sible, or whether from an operating gain or loss for which the oper
ating department is responsible.
3. In industries in which there has been an attempt at stand
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ardization of accounting methods, including uniform practice with
regard to accumulating cost data, it is essential that operating con
ditions and manufacturing and selling policies be placed on as
nearly a uniform basis as possible in order that the comparative
figures may be of real service.
It may happen that one plant in the associated industry buys
certain raw material in the open market, whereas another plant
may produce the same material. For the sake of uniformity, it
would therefore seem advisable for both plants to charge material
into their costs at market. Jordan and Harris, in their excellent
text, quote from the Manual of Cost Accounting, prepared for the
North Carolina Pine Association as follows: -“Some mills make
large advance purchases of supplies; when same are consumed, the
charge should be based on market value, otherwise such costs would
not parallel those of the mill’s purchases as needs demanded.” In
other words, the argument here is that manufacturing costs should
keep step with present market conditions, instead of conditions
which prevailed when the raw material was purchased.
4. The policy of using replacement costs of material is helpful
in assisting the management to determine whether it is more eco
nomical to manufacture certain parts or to purchase such parts in
the open market.
5. As an elaboration of the second argument advanced, we
will all agree that the fundamental purpose of all accounting is a
means to an end, and that the best laid plans for an accounting
system and the most efficiently operated system go for naught unless
they provide the management with the information which it desires
and when it is desired. The management is interested first, in cre
ating a market for the product manufactured, and second, in being
able to manufacture and sell such a product at a profit. The man
agement also wants to be able to analyze the profit or loss resulting
from the sale so that the reason for such profit or loss may be local
ized. He questions whether the profit should be attributed to an
efficient sales organization which has built up a satisfactory volume
of business, whether to the operating department which has brought
manufacturing processes to a high point of efficiency, whether to
the purchasing department which has shown unusual judgment and
foresight in buying raw materials, or to a combination of the three,
functioning perfectly under sound administration and sane leader
ship.
Replacement costs of raw material as contrasted with actual
costs tend to bring more light to bear on management problems of
this character and to bring about a better understanding between
the purchasing department, sales organization, and operating de
partment.
The more common arguments against the use of replacement
costs may be summarized as follows:
1. Cost accounting, as well as any other type of accounting,
fails of its purpose unless it discloses actual costs. The manager
8

ment is ordinarily interested in this, and this alone, and does not
care to have theoretical costs injected into the matter. He prefers
to forget, if possible, past errors of judgment in buying raw mate
rial or in contracting for any other expense incurred in manufac
turing. He is not interested in what profit he would have made
had conditions been different, but instead is willing to take the con
sequences of the profit or loss actually realized in the face of actual
conditions.
2. Actual costs are a matter of record and are readily avail
able for use in the cost department. The fluctuation in market costs
from week to week or from month to month as the material is being
consumed results in placing a great amount of additional detail
work on the cost department.
3. As a check upon the efficiency of the purchasing depart
ment, the argument for the use of replacement costs is more or less
academic. By force of circumstance, much buying has to be done
for long periods in advance, and in placing commitments, price is a
highly important factor to be considered. Other matters must like
wise be considered, such as present or prospective available sources
of supply, transportation conditions, anticipated volume of business,
quality of material, etc. Since circumstances may thus necessitate
placing orders far in advance of requirements, it seems unfair to
contrast the price at which material was contracted for with the
market price prevailing at the time of daily, weekly, or monthly con
sumption. To translate this condition into actuality it would be
necessary for the company to follow a hand to mouth policy of buy
ing only to meet current requirements.
4. While we have recently passed through a period of marked
fluctuations in the price of basic materials, under more normal con
ditions prices fluctuate very little over the period which elapses
between the purchase and consumption of material.
Even during the past year, I have in mind a manufacturer who
required his cost department to keep a supplementary record of
replacement costs of material throughout the year. At the end of
the year, a comparison of the replacement with the actual showed a
variation of less than one-half per cent. This may not be a typical
case, but it is one instance which bears out the argument against
this practice.
5. As mentioned indirectly above, this method would undoubt
edly slow up the work of compiling cost figures. One of the most
common criticisms made of the cost accountant and of his systems
is that, owing to the mass of detail work necessary in getting the
work together, cost information is frequently delayed to such an ex
tent that it is of little value. Any method which would aggravate
this delay would be unsatisfactory. This objection is on the as
sumption that where replacement costs are used, the management
would be entitled to a periodical summary of costs in comparative
form, giving in one column the actual cost and in a parallel column
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the cost based upon replacement values. To my mind, this is the
only way in which the method would justify itself.
6. If the replacement method also contemplated a constant
adjustment of raw material inventory records for the purpose of
maintaining an inventory at market prices, each adjustment would
result in an anticipated profit or loss which in so far as the an
ticipation of profits is concerned would be contrary to generally
accepted accounting principles. It should be stated, however, that
the constant adjustment of inventories is not essential. The stores
account could be maintained at cost and an adjustment made only
in that portion of the raw materials inventory which is removed
from stock and charged into manufacturing. That is, if the re
placement value at the time the raw material is used is higher than
the actual cost, a charge would be made to Manufacturing at re
placement value, a credit to the inventory account at invoice cost,
and a credit to an account with Variation between Cost and Replace
ment Value of Raw Materials, or some such title. Likewise, if mar
ket value is lower than actual cost, a charge would be made to this
account for the difference between market and replacement.
7. It may also be argued that whether replacement values are
actually worked into the cost figures for comparative purposes or
not, the efficient manager in close touch with his problem is able
to estimate to a considerable degree of accuracy, any loss which
results from using raw material bought at a higher market or the
profit from material bought in a lower market. He can segregate,
with a reasonable degree of accuracy, that portion of the profit or
loss which is due to fortunate or unfortunate buying.
A study of the arguments for and against the use of replace
ment costs leads us to the following conclusions:
1. In a period of widely fluctuating prices, there is much
to be said in favor of the method, and such conditions should re
ceive serious consideration.
2. The method undoubtedly has its distinct advantages in the
case of large industrial organizations with complex problems of
administration.
3. In industries which use basic materials, as, for example,
the New England textile industry, where the “key” man in the or
ganization is the buyer of the raw material, whether he be the agent,
treasurer, or superintendent, and where his chief value is his ability
to speculate successfully, there is much to be said in favor of re
placement costs.
4. In so far as inventory valuation at the close of an account
ing period is concerned, there is no reason for complications so far
as the price of inventory is concerned, and we would all undoubt
edly agree that the generally accepted basis of pricing, that of cost
or market, whichever is the lower, should be followed at the end of
a fiscal period, and for use in preparing tax returns.
5. As is true of any other theory, the circumstances of the
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case must be taken into consideration. If there are good and suffi
cient reasons for the adoption of the method and if the management
is interested in the results shown thereby, no one can reasonably
oppose it. Any theory is good if it works.
Discussion
W. S. Kemp, Holtzer-Cabot Electric Co., Boston: I am not
going to take any exceptions as an accounting proposition to what
Mr. Rittenhouse has said. I am going to take a little different view
point. While the question is specific, I think it was no doubt the
intention of your Program Committee to have this question treated
in a broad way. In other words, what we are interested in is the
manner, the basis or the condition, or whatever the expression may
be, by which raw material should be charged to costs. Therefore
I am going to treat this subject a little bit from the management
point of view. We must admit that cost accounting up to the last
few years at least, has not had the respect of management which
it deserves. Now whether it is the fault of the cost accountants or
the fault of management I am not prepared to say, but we absolutely
know that the one viewpoint of the cost accountant has been to find
out so far as possible the actual cost of the product and management
has placed very little confidence in those figures and seemed to look
upon the cost department as an unnecessary overhead expense. Now
it seems to me if we are going to promote the value of cost account
ing we want to bring these two forces together.
Just one word on actual costs. I am going to speak now in a
very limited way referring principally to the line of industry with
which I am connected—electrical products. In that line of industry,
in our particular company, it is necessary for efficient management,
efficient production, to put through our materials for certain articles
in reasonable quantities.
Now, this means that we have to buy our material and put
through the production orders for quantities which may last a
year, may last six months or four months or one month. So when
we come to the time of assembling, what kind of a cost have we
got on these various parts which have been made up and placed
in finished stores ? Perhaps you will call it the actual cost, but if
you are looking at it from the present-day point of view, it looks
like a “mongrel” cost. It is not the present-day cost, it is not
replacement cost, and to convert those two into replacement cost
at that time seems to me would require an unreasonable amount of
labor and would involve a tremendous amount of figuring.
One point that particularly interested me in Mr. Rittenhouse’s
paper was the reference to the management wishing to know the
analysis of our profits or our losses, and therefore I am going to
give a viewpoint which it seems to me can be applied and worked out
which will give management what they are looking for and in
order that I may not take up any more of your time, I have pre
pared a few notes on this subject.
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I am going to take the position that proper cost accounting is
the real basis for sound business management.
Now what is Business Management?
I suppose there is an official definition of that term but I have
not taken the time to look it up. To me business management is the
application of business judgment based upon certain facts and fig
ures. Business management today is the same in principle as it
was 200 years ago, as it always was, namely, the application of
business judgment, but the information and facts upon which we
base our judgment are presented to us in a very different way and
in a much more elaborate way.
In the early days before business had assumed such large pro
portions, judgment was based upon the personal observations of the
various activities of the business as they took place and upon a few
figures which could be easily memorized. Today, business judgment
is being applied to business operations by men who have never seen
the plant, equipment, product or personnel which they control,
direct and manage. Certain industries have grown to such pro
portions and are so widely separated that no one man could pos
sibly inspect all the plants and activities of each. Now what does
this mean? It means that the results of every activity must be
made a matter of record. These various records must be compiled,
summarized and presented to the management in condensed and
comparative form. In recent years business judgment has been
based largely upon comparative figures, that is, by comparing the
results of one month with the results of the previous month and
also with the same month a year ago. Such statements are, of
course, of great value, but the different periods contain results of
too many abnormal or varying conditions to make such comparisons
a sound basis for management to act upon.
If you were going out of doors and wished to know how heavy
a coat to wear it would not help you very much to be told that the
temperature was 10 degrees warmer than it was a month ago and
17 degrees colder than it was a year ago. We have a standard ther
mometer and we read thereon that it is so many degrees above or
below zero, and as zero is always the same temperature we know
at once exactly how cold or how warm it is. And so we have stand
ards of weights and of measures for almost everything in life. We
even have a bogey or par for a golf course.
The next thing we are going to have, in my opinion, is standard
costs for certain periods of time. What are Standard Costs? I
don’t think they have been officially defined but to me a standard
cost is a cost made up of a certain grade and quantity of materials
at a certain price and certain amount of labor of a certain grade,
paid a certain wage and using certain space, machinery and equip
ment and to all of which is added a certain amount for overhead
or burden. It matters not whether these amounts are a little high
or a little low, for so long as they are fixed amounts they are a re
liable measure for all purposes at all times.
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We have two thermometers, one Fahrenheit and the other Cen
tigrade. One records freezing at 32 degrees above zero and the
other at zero. One, however, is as much a standard of temperature
as the other.
Now if we carry on our cost accounting in such a manner that
we have certain actual figures to parallel our standard figures we
have established information which can be so analyzed as to give
us a fixed basis, free of all abnormals, on which management can
apply business judgment. This means that I would charge mate
rials into cost at standard prices and take up the variances between
these standard prices and the actual prices through proper adjust
ment accounts. I would do the same with labor and overhead but
we are not discussing these at this time.
At this point you will appreciate that if we charge materials
into cost at standard values we are bound to have a loss or gain
on these materials over our purchase price. Now these variances
would be taken up in an adjustment account. We would also have
a difference between our standard labor cost and our actual labor
cost. We would have a difference in our overhead rates between
our standards and our actual, all of which would be taken up in
their respective adjustment accounts.
Now in order to show up our profits where I believe they should
be shown, namely, loss or gain on materials, loss or gain through
factory efficiency, and maintain a normal profit in our sales depart
ment—and I maintain that these fluctuations of cost in the factory
ought not to affect the normal profit of the sales department—after
we have obtained our standard cost in the factory, we can then
apply by the application of business judgment, a certain percentage
to those standard costs to raise them or lower them to replacement
values, if you wish to call them such. In other words, we could
create an account that would compensate for the gains or losses
that we had previously taken on our materials, labor and overhead.
And, of course, when it comes to the question of inventories, those
can readily be adjusted in much the same way as referred to in the
previous paper.
What is it that Management wants most?
To use a slang expression it wants to know “Where business
is at.”
If you are surrounded by moving bodies it is pretty hard to tell
in what direction you yourself are going. What is it that makes
navigation upon the seas possible and reasonably safe? The com
pass and fixed points. In like manner it seems to me we need for
business management fixed values of some kind as a guide.
What is it that business management is most concerned about
today ?
In my opinion, it is inflated inventories. On a rising market
we ought, no doubt, to fix our sales prices on replacement values,
but how often will competition permit us to do this? Now in a
business where the inventories cannot be turned over more than
13

two or three times a year, what is to happen on a falling market if
we fix our sales prices on replacement values? We all know. It
means loss and later a mark down of inventory values. In other
words, we sell out our old stock at a normal profit only, replace that
stock at a higher cost and then wipe out the profits made on our old
stock by marking down the value of our new stock to the value of
our old stock. Such losses to a certain extent cannot be prevented,
but it seems to me that gains and losses due to the increased or
decreased value of goods while in process or on hand, for manage
ment purposes, should be shown separately from what we com
monly call “operating profits or losses.” Personally I believe this
can be accomplished through the use of standards. At any rate,
here is a problem that is up to the National Association of Cost
Accountants, if the Cost Accountant of the future is to sit at the
table with Management.
J. P. Jordan (N. Y.) : Perhaps there are a good many consid
erations to this question that might better not be considered at all.
I think that the whole problem depends on the nature of the busi
ness. For instance, in a linseed oil business or any oil crushing
business, the matter of labor and plant cost is so absolutely in
finitesimal that it becomes purely a problem of merchandising ma
terial, the manufacturing end is so minor. There is a problem
where you cannot possibly overlook this question.
On the other hand, the basis from which Mr. Kemp has dis
cussed this paper is of a business where the material cost is no
where near as great as the labor and burden cost as compared to
the other business of which I spoke.
Mr. Kemp : About one-third.
Mr. Jordan : I was in a business the other day where the mate
rial cost was only about thirty per cent of the cost of their total
products, and as you get into that nature of a business, of course,
the difference as between replacement cost and actual cost is com
paratively of minor significance.
Another point that appealed to me when Mr. Rittenhouse was
speaking was that he stated that the piling up of anticipated profits
by using replacement value was possibly to be considered bad ac
counting practice. I don’t want to differ, particularly with Mr.
Rittenhouse, but in my experience that is compensated in the ac
counts and you are not really assuming profits excepting in a sub
sidiary account. For instance, if you buy pig iron at fourteen dol
lars and you charge it into your casting cost at twenty dollars, you
raise your sales cost by six dollars a ton on your material and that
is compensated by the profit that you put into speculative accounts,
so as a matter of fact, in your records it cancels. So from account
ing practice I would say that there was absolutely no objection in
using that method. In other words, you create a speculative profit
in your purchasing department of six dollars a ton, you penalize
your sales cost six dollars a ton more, so that you have an equal
izing debit and credit, and as a matter of fact it does not affect your
14

accounting procedure at all in its accuracy or “allowability,” as we
might call it.
But I think there is one thing we should consider very largely,
which both Mr. Kemp and Mr. Rittenhouse referred to, namely,
that particularly during these times we should be sure to safeguard
selling prices to the extent at least that we should consider replace
ment values in those businesses like the textile, rubber tire, foundry
and oil, at least in our estimating of future prices on the basis of
replacement value on account of the fact that such value is what
everybody is selling on—what you can get based on the basic con
ditions which will prevail at the time you are supposed to make
delivery. We must not overlook that.
I do think this point has been too largely accentuated lately,
as Mr. Rittenhouse said, because of the conditions which have ob
tained in the last two or three years. Previous to that time I think
you would find out that you would run along on a pretty good nor
mal average and not be disturbed at all. I would not be surprised
if two years from now we wondered why we paid so much attention
to this matter and worried so much about it. And in that case we
come right down to what Mr. Kemp brought out, the equalization of
small undulations of prices by the use of standard material costs.
We don’t want to worry too much about this thing, yet on the
other hand at the present time we must worry about it; we have
got to take care of it, particularly in those businesses where the raw
material cost is the big preponderant cost.
W. D. Tripp (N. Y.) : There is just one point that I wish Mr.
Jordan would clear up that he mentioned during his talk. He spoke
about the pig iron being purchased at fourteen dollars and placed in
the cost at twenty dollars. Now, provided that pig iron was sold,
I grant that that would probably be offset in the selling price, but
how would it be handled in the inventory, so we would not take
anticipated profit?
Mr. Jordan : I believe you should carry your inventory at what
you actually pay for it, that is, actual money value. You may have
to make an adjustment at the end of a year for tax purposes and
like that—an extra entry if you want to bring it to market for cur
rent operations. You carry it at what you paid for it. That ac
counts for your money.
You charge, for instance into your foundry cost, at the average
Iron Age price of pig iron for that current month, irrespective of
what you paid for it; charge the melt account for the month and
credit the pig iron adjustment account instead of inventory account
at the market price. Then you go on and figure your cost. At the
same time with the same tonnage, you credit your inventory account
at actual cost, which clears your inventory account of the actual
money paid, and you debit the adjustment account so the adjust
ment account will give you a speculative difference. If you credit
the adjustment account with six dollars a ton profit, you naturally
show a speculative profit, don’t you ? You have also penalized your
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sales cost with six dollars a ton, so that it appears in the cost of
sales as six dollars a ton higher than actually paid.
Mr. Tripp : You don’t penalize before you sell the material.
Mr. Jordan: I jumped to the sales cost because in foundries
the jobs are flowing right out all the time. It affects only work in
process, which once established, is rather constant. It may be in
the inventory for a short while, but we assume that it is going
pretty quickly against the cost of sales. That is just to complete the
argument. But when it does get to the cost of sales, you take six
dollars a ton higher cost, which offsets the six dollars a ton profit
that you took in the adjustment.
Mr. Tripp: We will say that if this material charged into the
product was not sold at the end of a period, this variance account
would show probably a large credit balance. How would you handle
that as a reduction of inventory?
Mr. Jordan : It depends upon how you are taking your inven
tory. If you are taking your inventory on the basis of market, you
will know that work in process or stock is already at that price.
It is only your raw material which you have not got in process that
you will have to bring up to market. If you are going to inventory
at cost you naturally have to work back some reductions for tax
purposes to bring back to cost whatever is remaining in stock or
work in process.
M. C. Lachenbruch (N. Y.) : I would like to suggest that a
good deal of this information could be obtained through statistical
records rather than confusing actual cost records with the replace
ment or extraneous costs. You know the standards of material
used in all these products, also the labor and overhead. These fig
ures, quantity and unit figures, could be adjusted to any cost figures,
any market figures, I should say.
Frank Bridge, Jr. (Providence) : If we started in business
to-day and entered all of our purchases and credited all of our
sales and took an inventory at the end of the year, the general
manager would know his profit at the end of the year. He wants
his cost department to tell him each month or each week his profits
—just what they are. That, it seems to me, is the cardinal reason
why we should stick to actual cost in our accounting. The next
question of the general manager is: “Why are my profits such and
such?” The cost department, it seems to me, should answer that
question through comparative figures. Every time we attempt to
adjust an account, we run the risk of an error. I think we should
stick to the cardinal principles of entering only actual cost figures
and then carrying along with those, comparative figures either
on a controlling sheet or through subsidiary ledgers.
Mr. Kemp : I am not assuming that any one method is going
to apply to all lines of business. I spoke merely from the line I
am particularly interested in. I think the discussion that we have
just had brings out very largely the points which I wanted you
to consider.
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These gentlemen, I think (and Mr. Jordan particularly), are
referring to products which are sold almost the minute you manu
facture them. In our particular line we do not know when the
products that we manufacture are going to be sold. We manufac
ture finished parts, not for any particular sales order, and so 75
per cent of our production is going into completed parts, into
our stores to be sold at some future date. Therefore we are not
anxious to take up any profit on replacement value in this
inventory.
C. H. Scovell (Boston) : I want to inject one little item,
namely, that the pressure on selling which has possibly been re
flected in this discussion, does not necessarily imply the same pres
sure on costs. The product that has valuable raw material in it,
I should expect a manager to sell or at least to apply his judgment
about selling, pretty effectively.
Now, in regard to replacement cost, where a cost accountant
serves up actual cost, which might be pig iron for example, at
$14 a ton or replacement cost at $20 a ton, that man has got to
be alive to sell his product as wisely as he can in a market which
currently provides pig iron (to keep using the example) at $20 a
ton. This is not a discussion of the main subject, but I do want
to give the management, those men whom we cost accountants
serve, credit for tackling that problem. I am of the opinion that
we can get very much more benefit from further discussion from
have got this thing to struggle with no matter what we do.
There is another point. I have known very thoughtful people
in industry to suggest that they charge materials into the job at
prices they estimated at, which is neither replacement or what
they have got on hand. They have not got it on hand; they have
got to buy it. They quote a man the first week in May and they
buy the last week in May. They may pay a price different from
what they estimated, and just as there is a difference between re
placement and acquisition costs there may be a difference between
estimated and acquisition cost when you come to get the material.
That is a little different kind of material loss or gain from any
thing mentioned this morning. In some industries it is very
important.
Mr. Rittenhouse : I don’t believe I can use to very good ad
vantage the five minutes for rebuttal, as you might call it. I think
we can get very much more benefit from further discussion from
the floor.
It seems from the discussion that my own theories regarding
the matter are a little more firmly fixed than they were before.
First, that the whole question is to a considerable extent an aca
demic question, that it has grown up through the past two years
or three years of abnormal conditions which accountants had to
face, and in all probability as those conditions subside the interest
in this particular matter is going to subside with them.
Second, the information regarding replacement cost, it seems
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to me, can very much better be accumulated as supplementary
statistical matter rather than making any attempt to work those
figures into our actual cost accounting system.
Third, that the use of any cost other than actual cost is very
largely a matter of relation to a particular industry or a par
ticular business. As I attempted to say in the paper, if condi
tions which confront management seem to justify the additional
work of carrying through replacement cost along with actual, I
think we would all be in favor of giving management what it wants.
Therefore, it is a matter largely dependent upon the circumstances
prevailing in the particular industry.
L. S. Carter (South Manchester) : I have listened to the dis
cussion to-day on various cost matters—actual, standard and re
placement costs—as an aid to active management, and it would be
interesting to know how firms using these methods are handling
these adjustment accounts so as to have their books properly
handled to satisfy the silent partner who is always with us—the
Federal Government.
Mr. Jordan : I want to bring out another point that the cost
accounting of the future is bound to be on a basis of performance
more than cost, in other words, units of time, units of weight,
units of measure, in order that all these various circumstances may
be taken care of quickly. That is what the cost accountant has got
to give management, so that if he wants to figure prices ahead he
can very quickly in his estimating department extend the figures
for material or labor at what he thinks the costs are going to be
at that time. And that is what the cost accountant has got to take
into more consideration—the unit basis—time, quantities, etc.,
which will permit of exactly what Mr. Scovell spoke about.
Mr. Kemp : I want to answer the gentleman from Manchester.
While there is no time to explain in detail the answer to his ques
tion, I do claim that with your adjustment accounts you will be
able to satisfy every requirement asked of you by the Federal
Government.

MORNING SESSION

C. Gritman, Jr., President, Providence Chapter, Presiding.
TO WHAT EXTENT SHOULD FOREMEN BE GIVEN
COST INFORMATION?
A. F. Stock
Lybrand, Ross Bros. and Montgomery, New York
The question of whether or not to give foremen any cost infor
mation, and also what type of cost information to give them, has
no doubt troubled many managers at times, as well as cost ac
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countants. We still find plants where all cost and financial infor
mation is kept more or less secret and no knowledge is given to
the shop whatever as to these figures. On the other hand, there
are managers who throw up their hands in despair at ever getting
foremen to grasp the significance of costs. Somewhere between
these two viewpoints, however, there must be a happy meeting
ground.
Foremen’s schools are being conducted in Y. M. C. A.’s and
other schools in almost every large community throughout the coun
try. These foremen courses are gradually educating foremen about
all phases of management in our industrial fabric.
Even though we admit that the foreman of to-day is better
prepared to receive cost data than at any previous time, due to the
above-mentioned conditions, still I think we will have to frankly
admit that a lot of educational work and conference work are
still needed to get foremen to appreciate cost and financial state
ments. The costing of orders and sending of copies of these cost
sheets to the foremen of the respective departments accomplish
no results whatever. The cost sheets are sometimes received too
late to be of service and, furthermore, there are too many of them
for anyone to make any intelligent analysis and comparison of, to
say nothing about the lack of someone who has had experience in
this sort of work. To give foremen departmental overhead state
ments and expect them to digest the conditions indicated by them
and to bring about any effective results are also out of the ques
tion. Therefore, as cost accountants, we must expect to do a cer
tain amount of educational work, and this should be done both in
conference and individually with the respective foremen in our
plants. Just how the cost accountant should proceed in this matter
will be brought out later.
In helping to answer the subject of this session, let us ask
ourselves what we understand a foreman’s duties to be. A fore
man is part of the line organization, or, to use one of the slang
phrases of our organization work, he is a “doer.” He is the gobetween of the management of which he is part and the men who
also more or less consider him as one of their number. The fore
man translates the policy of the management into shop terms and
gets his own workers to carry out this policy.
Of late years there has been a sort of modern tendency to take
some of the previous duties away from foremen and place them in
the so-called service departments. I am referring to such things
as the creation of shop dispatchers, who are part of a production
or planning department, and who do not report to the foremen,
but only work in conjunction with him. In other words, the fore
man under this plan is not really in control of the production of
his department, but he is told that the production department will
schedule the work to his men, etc. Frankly, I am of the opinion
that the best method of running a factory is to lean a little toward
the old fashion and to place the foreman of a department in charge
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of everything that goes on in his department; in other words, the
hiring and firing of workers, the laying out of the work for them,
routing of production to the different machines, proper provision
of tools, etc., and delivery to the next department or store rooms.
The foreman can be considered a real manager in his own depart
ment. It is true he will need assistants to schedule the workers;
he may need one or two or more dispatchers to schedule work to
the machines, etc., and to help him interpret the planning of work
of the central production department, but these men should be
made assistants to him and not be a part of a central department.
In other words, help your foreman to live the part of a little man
ager in his own department and encourage him to take on more
management responsibilities instead of attempting to take away
duties that really belong to him. Frankly, wherever the modern
idea of taking away duties from foremen has been tried the results
have not proven as satisfactory as when the foreman was left in
charge of some of these matters referred to.
If we accept the fact that the foreman is the manager in his
own department and the go-between of the management and the
workers, then we must admit that he should have some knowledge
of the actual cost affecting his department. So the obvious answer
might be that we should give the foreman all the cost records
possible. This practice, however, is not always practical. In a
special order cost system, it is almost impossible for any foreman
or shopman to analyze or get any intelligent analysis from hun
dreds of order cost sheets which the cost clerk turns over to him
as fast as the orders are completed and costed. The shopman
likes to refer to production in total or rather he likes to measure
it with some sort of standard, even though there may be specific
orders for different customers. In a foundry, for instance, the
foreman will speak of the tonnage in total each month and con
sider it in reference to the number of men he had under him
during that month. In a hosiery plant he would speak of the
number of dozens of pairs produced; in a planing mill the number
of board feet put through; in an engine assembly plant the number
of engines assembled, etc. In other words, he likes to think of
the production in terms of a definite unit and not by different
order numbers. In a class cost system, and also in the operation
or process cost system, these units are more or less available, so
we might say these types of cost systems are ideal ones to give
the foreman information that he needs. When it comes to the
special order system, the completed order costs should be sum
marized and classified before any information is given the foreman.
This brings up another very interesting phase of this prob
lem. Let us go back a little bit. Cost information with regard
to the shop can be broadly grouped into two classes: overhead
and direct cost, including in the latter both direct material and
direct labor. Let us take up the direct costs first. It has been
my experience that most plants do not give the foreman direct costs,
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although a great many of them do give him copies of the overhead
statements. The direct costs are just as important, and in some
cases more so, than the indirect costs and, what is more impor
tant, they do not always take care of themselves as we sometimes
imagine. A foreman may increase his indirect or overhead labor
and still make a saving in a total unit cost, although his overhead
statements will show the overhead rate per dollar of productive
labor as going up. This is one more argument in favor of giving
the foreman direct cost results as well as indirect.
Considering direct cost information, we are confronted by the
question of how we can best supply foremen with information of
this character. In industries where fixed standards are in effect,
that is, of the production per hour in departments for different
operations, etc., it is fairly easy for the foreman to get his direct
cost information. He can almost get it from the daily production
statement as compared to the number of hours of direct labor for
the same day. Where standards are in use, the total hours are
compared to the total standard hours each day and a percentage
of efficiency can thus be arrived at. This figure can be given daily
to the foreman and thus act as a good check on his direct labor
cost.
In some operation types of cost systems weekly figures can
be given to the foreman showing operation costs put through, but
even in this case perhaps a daily check against some standard is
better.
As stated before, it is with the special order cost systems
where most of the trouble will occur in getting the foremen to
use direct costs. No common unit exists which applies to all orders.
Furthermore, most special order systems exist in the jobbing types
of industries which frequently have poor standards or even no
standards at all. It will usually be found, however, in such indus
tries that some sort of an estimate was made before the job was
received. If this is true, copies of this estimate, or at least that
part of it which will show the foreman what is expected of him
in production per hour, etc., should be given to him. This infor
mation can be kept by the dispatcher in the department who assists
the foreman. Then, as the work goes through, the actual progress
will be posted to the progress records which the dispatcher may
be keeping for the foreman, and any deviations from the estimate
can be noted as the work is going through. The estimate in this
case acts as the standard of a direct labor cost. This procedure
is logical in watching costs anyway while they are being incurred,
rather than to have questions coming to the foreman sometimes a
month or two after the job is finished. It is because of this late
ness in order costing that most firms have perhaps been persuaded
not to give direct cost information to the foreman.
These last few remarks may sound to some of you as produc
tion phases of work and not cost accounting, but I am of the opin
ion that it doesn’t make any difference whether you call it one
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or the other, as long as the costs resulting from watching work
as it is going through are decreased. This part of it, at least, is
cost accounting.
After all, the test of any system is its utility to management
in its control of the major operations and its usefulness in securing
economical production.
To summarize the discussion in this matter of direct labor,
I believe that it is unwise to expect that the foreman can get any
results from watching spasmodic detailed order cost results given
him by the cost department. I do think, however, that in almost
every industry some rough standards can be set, particularly for
class, operation or process cost, which can be watched weekly or
monthly and even daily where possible. These will give the fore
man exactly what he needs as an over-all gauge on his direct labor
cost situation. Give him some basis of controlling the total over-all
condition and the detailed specific order costs will naturally take
care of themselves. In some instances, class, operation or process
costs are better suited to the real needs of the business than order
costs. Cost accounts must not be considered an end in themselves.
The foreman is also very much interested in direct material
cost, but of course he cannot control material prices. He can, how
ever, control the use of the material. He should know whether
he is using his raw materials with a maximum of economy. He
should watch his scrap, seconds and defective material losses, such
as castings not coming right from foundry, etc.
Perhaps the best way to bring the foreman’s attention to mate
rial costs or to excessive use, etc., is by a comparison with the
specification or bill of material. This should be watched as part
of production by the dispatcher, etc., and only checked over in total
by the cost department, when compiling costs.
Let us consider the very important element of cost, namely,
overhead. We can lay down an almost universal rule that it is
always best to give foremen copies of their departmental overhead
results at the end of each month. This practice has been adopted
in the last few years by a great many concerns, although there
has always been more or less question as to just how far an over
head statement of this kind should go. Some concerns have given
the foreman only those expenditures which he could more or less
control, and none of the proportioned charges, like power, light,
heat, general expenses, etc. In order to compare such costs with
estimates, and with the figures that he hears mentioned in the
offices of the management, etc., I believe that each foreman should
be given a copy of the total overhead, including all prorations,
and not merely the expenses which he can control. I believe, how
ever, that those expenses which are controllable should be listed,
showing a separate total for him to watch, but on the other hand
he should know what is being charged against his department be
cause of the expenses of other departments part of which are
incurred for the benefit of his department. A good bit of educa
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tional work is needed in this matter, because it is rather difficult
sometimes to make the foremen see why their departments must
bear a proportion of the general plant and general office expenses.
Sometimes these expenses amount to a large share of the depart
mental expenses. We have had some good results recently with
foremen’s conferences in which an educational plan was inaugurated,
showing the foremen just how each item of expense was pro
rated through the different departments. At the same time it is
admitted that in every industry there are some expenses that can
not be distributed on any other than an arbitrary basis. But they
are part of the company’s expenses and therefore have to be borne
by each and every department on some basis or other. The fore
men have begun to understand this explanation and have expressed
as much interest in these costs as they have in those of their own
departments.
Overhead statements, when given to the foremen, might show
comparisons one month with another, perhaps the year to date,
and some concerns like to show a comparison of one six months’
period with the previous six months’ period. A good way to have
the foremen watch these expenses, for example, is to show that
the percentage, say 125 per cent, of direct labor in a certain ma
chine department will consist of 8 per cent for foremen and as
sistants, 4 per cent for clerical help, 15 per cent for inspection ex
pense, 11 per cent for maintenance of machinery, etc. Naturally,
a cost accountant should use his own judgment in these matters
so as not to make the distribution and analyses too fine.
Now comes the question of whether or not the foremen are
not also interested in the financial condition of the company, as
shown by financial statements. I have seen cases where a very
good shop spirit and organization spirit was stimulated and kept
alive by calling the foremen together once a month in a conference
which lasted practically the whole of a morning, in which the
change in financial status from one period to the last period was
gone over. The foremen were all made to feel that they were
really part of the management, and it certainly had its effect. I
do not mean that the whole of the balance sheet was given to the
foremen, but only those items which they were vitally affected by.
I do think it is sometimes dangerous to give all information on a
balance sheet to foremen, because “a little knowledge is a danger
ous thing.” They would be apt to draw wrong conclusions and
thus do injustice to themselves and the company. The changes
in the inventory item particularly are those which often can be ex
plained to the foremen at these monthly meetings, showing how
inventories were liquidated even though sales had decreased and
the rate of turnover therefore increased. Meetings of this kind
help the foremen in getting together with foremen of other depart
ments, and in keeping the work in process down, and deliveries
from one department to another speeded up and thus facilitate
delivery, and thereby accomplish a better turnover of inventory.
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When it comes to letting foremen see the profit and loss state
ment, this is a matter for the individual company to consider, but
it does seem that on the whole corporations are not anxious to let
their foremen know the extent of profits. In the future this con
dition may change, but at the present time it is a fact that profits
are always kept more or less secret. It is not so very dangerous
to give total gross profits to the foremen, because after all they
cannot draw definite conclusions because of their lack of knowl
edge of the administrative and selling expenses of the business.
By simply seeing gross profits, however, foremen may get an
exaggerated idea of net profits, because they may underestimate
the amount of selling and administrative expenses.
To sum up, I should say that cost information should be given
to the foremen by all means, the only question being the degree
of information supplied, which must be answered by the individ
uals in each plant. It is preferable to set up standards of some
kind and thus control work through a plant, daily or weekly, as
far as direct costs are concerned. When it comes to overhead,
the entire departmental overhead, including prorated charges, etc.,
should be given the foremen and gradually standards should be
set up on these items to guide them in future months. To do
these things requires education and monthly conferences to show
the foremen what figures mean. Some of this work can be done
by simple graphs and simple statements on a drawing board with
out trying to make expert accountants out of foremen. I do be
lieve it pays to take the foremen into the management of any
company at least to the extent mentioned in this paper.
Discussion
W. B. McKay, Jenckes Spinning Co., Pawtucket, R. I.: I think
the first thing to consider in this discussion of “what the foremen
should know” is the size of the plant. If you have a plant so small
that the manager, superintendent and the foreman is all one man,
then he should know everything. But if we take a plant that has,
as Mr. Stock has just referred to, sixty foremen, then the next
thing to consider would be: What are the foreman’s duties? I
should say his duties were to safeguard the quality, increase the
quantity and watch departmental costs. In that case it seems
to me the only thing he would be interested in would be the cost
which he could directly control.
Mr. Stock spoke about a foreman being interested in the man
agerial sense, namely, the desirability of having a foreman perform
employment functions. What does the foreman care, in regard to
an employee, whether he is twenty-one years old, an American, a
foreign born or what he may be, if he is able to perform such
duties as required?
I think in a concern large enough to have sixty foremen it
should have an employment department, so that the overseers or
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foremen can be relieved of employment duties and give their atten
tion to production as to quantity and quality.
Mr. Stock spoke of giving a foreman direct labor cost. That
may be all right in many cases, but where you have piece work
the foreman can get this himself.
I have had personal experience with giving a foreman fixed
charges and I find that nine-tenths of them say, “I am not in
terested in those figures because I will be charged with that amount
anyway.” I think they are only interested in what they can con
trol themselves.
I believe in giving the foreman such information or even
forcing him to take such information as indirect labor, supplies,
repairs or prorated charges, for which he has direct responsibili
ties, and besides these figures anything that he may ask for in
connection with his own department. In that way, to my mind,
he is kept in close contact with his controllable expenses.
W. D. Tripp (N. Y.) : Just amplifying what Mr. Stock had
to say, I believe when information is given to foremen it should
be put in such terms as will be understandable to them. I have
in mind the shoe industry. In the cutting of the upper leather,
the upper material forms a good part of the cost of a shoe, and if
there is inefficient cutting, or if there is looseness in the inventory
department, or in the storeroom, it will be reflected of course,
in the profit and loss statement.
If periodical or daily information as to waste and inefficiency
in the cutting department is given to a foreman, and this infor
mation is not given in feet, but in dollars and cents, I think a
much better impression can be made upon his mind. And the
same thing might happen throughout the shoe factory. Consider
the fitting department, where the shoes through poor workmanship
are sent back for new leather, and it has to be issued and the
uppers made again. If this information as to the loss involved
both in material and labor already put upon these uppers is brought
home to the foreman of the fitting room in terms of dollars and
cents, I think it will make a much better impression upon his mind
than merely telling him that so many pairs of uppers were sent
back to be refitted.
G. A. Torrence (Springfield) : I believe the solution of our
problem depends a good deal upon who is the foreman. Some
men have the type of mind that runs along certain grooves. If
you can find that groove and give them the kind of language they
understand, well and good, but you can’t find that groove in some.
Question: Mr. Stock outlined a plan he had in mind of
showing the foremen the amount of money tied up in fixed assets
and inventories. Do I understand that he meant to point out
those items alone, or to show the entire balance sheet so as to
give some idea of the relative proportion of those items to the total
investment?
Question: We have started giving foremen certain informa
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tion and it is a very simple affair. But foremen are interested.
What we have been doing is giving them departmental supplies,
supplies they are directly responsible for, such as waste, files, oils
and the like. They are more than interested, to say the least.
I take those papers around from month to month and talk it over
with the foremen. One thing they don’t like is that we charge
electrical supplies to them, like bulbs, and they don’t think they
should be responsible for them. I come back and say that per
haps some fellows are playing ball with the bulbs, and if they are
charged to their departments they will watch this matter. As to
how much further we will go, I am not able to say. We are
giving them that information where they order the materials.
Formerly it was left to the toolroom man, who would perhaps
order a lot of files or reamers that were not needed, and now
the foremen are initialing those tickets and are interested every
month to see how their papers shape up.
Comment : I worked in the Winchester Repeating Arms Com
pany and the question came up as to how much information should
be given to the foremen. They had foremen’s conferences and
the foremen would say, “Now I have got to go down to the office
and get the devil again.” When the party was over they would
say, “Well, the afternoon is shot, I can’t get anything done, so
I’ll go back and call it a day.”
After a while we got up what we called the “foremen’s bonus,”
which was paid on the basis of production compared with a sched
ule and keeping down excess cost of labor, that is, labor which
was beyond the estimated amount for the job. As soon as you
give a foreman a bonus he is more interested in the cost.
In contradistinction to that, I have been in another plant where
the foremen had never been given any information about the cost.
A foreman said, “I know how to cut down some of these costs,
but the fellows in the office don’t ask me anything. They just tell
me how and they don’t know as much about it as I do.”
After a while we got that fellow telling us something and
now the work is pretty nearly all piece work. I think that infor
mation regarding the cost should be given to the foremen in so
far as they can control it and then complete it in the office. Ex
plain how the apportionment is made, of course, but don’t hold
them strictly accountable for it.
J. P. Jordan (N. Y.) : I hate to differ with my good friend,
McKay from Providence, and perhaps I don’t. But this last thing
has got me going again. I want to tell you right now the thing
that members of the National Association of Cost Accountants have
got to learn and everyone else, and that is that 90 per cent of
their job is teaching and educating the foremen so that they won’t
say, “Well, I am going to be soaked with these fixed charges any
way,” and accordingly will want to pass up the charge.
Mr. McKay speaks about the personnel department for getting
help. Suppose the foreman is a bulldozer; suppose he does not
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handle his men well for the simple reason that he is not edu
cated up to the technique of being a real foreman. What will
he do? He will run the personnel expense up to where you will
have scouts out over the country trying to find men to work for
you and that prorated expense over every department is unreason
able. Through education you can teach the foremen that it is bet
ter to treat men right and lower their labor turnover and have
less personnel expense.
Take the payroll department. Is attention given to the work
going through and how much attention is given to backing up
the timekeeper? By teaching the foreman, he can cut his cost
through co-operation, and your payroll department will have three
or four less chasers around the plant to correct errors. That is
a reduction in cost.
With the cost department the same thing—if correct records
go in, such as requisitions, time cards and everything of that sort,
and if everything is made up correctly and according to Hoyle, your
cost department will cost about one-half what it would any other
way, and that prorated charge will be less for each operating
department.
Requisitioning of stores: Instead of forgetting about this,
try to plan requisitioning to cover a day’s supply. If the foreman
sits down and plans out carefully what he wants, he can get the
stuff in one truck load, which will do for the day and the stores
expense is cut down.
With trucking around the plant or outside of the plant, it is
the same thing there as with the material—careful planning so as
to give the trucks a good load instead of using a five-ton truck to
carry some little article as you will see in practically every plant.
This is the direct result of lack of education of your foremen to
properly plan their work, and not have trucks making special
trips for this or that which means more cost of trucking and higher
prorated cost against the department.
The wasting of power, compressed air and steam, is due to a
lack of education on the part of the foremen in watching their
machinery and it is up to the foremen to watch their workers and
educate them to keep their machinery oiled up and clean and thus
stop a lot of the abnormal repair cost. That education is going
to come first from the cost department.
Piece work only goes a very small way in regulating direct
labor. In my opinion, it is about the worst kind of payment except
the day wage method. Avoid piece work rates by having an
hourly or bonus basis where the basic rate can change all you
want, but pay by a percentage of bonus which is fixed.
I would like to ask anybody here, who says they are running
under piece rates, to tell me what percentage of real true piece
rates your productive payroll bears, and I’ll bet you cannot faith
fully answer more than 50 per cent in most cases, excepting a few
specialized mills.
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I have been in many places where they told me they were
running 80 per cent piece work, but I found out they were running
nearer 15 per cent piece work. The foremen were not educated
to tuning their men up to work on an incentive basis. They had
paid day work prices after all, because day work was guaranteed
and they had not got the spirit of tuning them up to piece work.
And so it was a first-class flivver as far as piece work was con
cerned.
In a lot of places piece work will hold to a greater per cent,
but go into the machine industry, the foundries, and all of those
places where you have a guaranteed day rate, and I would like
to know the plant that calls themselves a piece work plant that can
go better than 50 per cent on an average, except, as I say, some
specialized industries—possibly the textile industry, where they
work on looms. There you probably will have about 100 per cent.
The shoe industry is possibly up high.
Cost accountants, to my mind, are the educators of workers,
but they have got to educate themselves first as to the necessity
of education, and then go down into the shop and educate the
foremen that they are responsible for these things and that they
have got to become interested in the prorated charges, telling
them that they have all kinds of control over the prorated charges.
And you can work through your foremen’s committee meetings,
where you take up these things. It can be proved that foremen
have almost direct control of even the prorated charges. So I
cannot subscribe to the fact that foremen are not to a very great
extent in the position of being interested in all the charges, pro
rated or otherwise.
Men, we have got to educate ourselves first, and, second, we
have got to realize that we are the ones who have got to be the
educators of the foremen, educating them up to wanting these
figures, and when they are educated they are going to turn to their
workers, and until we get down to that basis we are failures as
cost accountants.
Question: May I add to what Mr. Jordan said about the
education of our foremen? The issue is clearly set forth be
tween Mr. McKay and Mr. Stock. Mr. Stock treated the foremen
as human beings and Mr. McKay rather considered them as part
of the machine. If a manager will treat the foreman, not as a
machine, but as a man, then we can carry out Mr. Jordan’s idea.
Mr. McKay : I would like to correct a statement which I be
lieve our president misconstrued. I said that I thought the over
seers or foremen do not need to get information about fixed charges.
I make a distinction between prorated and fixed charges. When
I talk about the latter I mean insurance, building expense and those
things.
Mr. Jordan: I thought you meant prorated. Well, we had
a good time over it anyway.
T. P. Calhoun (Worcester) : I notice a rather strong tend
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ency to leave out fixed charges. I notice some want to consider
the foreman as manager, and some want to leave him out, but I
think you will find that the manager is nothing more or less than
a culmination of several parties. John tells Bill, who is John’s
general foreman, and he agrees pretty strongly with John, and
he tells the superintendent and the superintendent tells the general
manager, and so on.
The general managers are not always analytical or economists
and foremen are not as analytical as general managers and they
are not as good economists.
I would like to say that equipment breeds plant. A foreman
comes in and wants a new machine because this one breaks down.
Someone says, “Sure, you ought to have a new machine, even if
you don’t use it all the time; it is good insurance,” and so he gets it.
Well, then, he has to have space to put it, and the first thing
you know they have got to have a new building to house all this
machinery, and so the new building is erected. When they get
the new building, they have got to have a trucking department to
haul stuff from one end of the plant to the other. So I claim that
equipment breeds plant and plant breeds space. I would say give
the foreman the variable charges, but don’t give him plant and
equipment. If you sewed him up on analyzing equipment needs,
fixed asset needs, he would go easy and figure that he might better
run that machine overtime. The fact that they would get in a lot
of machinery—idle machinery is not of so much importance—it is
the building, the trucking and other things that go with it. You
must have a messenger system, and the first thing you know you
have Lamson tubes to carry papers around. All that runs into
tremendous sums of money simply because a fellow wanted to have
a new machine.
Another thing of tremendous importance is the inventory of
supplies—not the use of supplies, but the inventory of supplies.
If you don’t tell the foremen anything they don’t know anything
and they think the supplies come out of a hole in the wall—simply
push a button and out drops whatever they need.
In a big mill you might have 30,000 items in repair supplies
that you have got to carry for all that machinery. If you have
a big business, probably you have got every make of machine that
has been built, and you must carry repair parts for those different
models. So the foreman must be educated to the fact that these
supplies cost money, that you have $400,000 worth of maintenance
supplies on hand (and that is not an uncommon figure—half a mil
lion dollars’ worth of all kinds of supplies can be tied up in a
big storeroom), he must be educated to the fact that there is not
only the first cost, but the interest, and the space for storage, and
then a trucking department and an elevator and a whole chain of
stuff. All of this because the foreman thinks he ought to be able
to go and say, “I want this to-day.” He feels he ought to be able
29

to go to the store window and say, “This thing is broken down
and I want one right off.”
Well, if the purchasing agent or store manager is driven by
the management to give the foreman whatever he wants right off,
he will say, “I will get four or five of those,” and the first thing
you know the inventory is $100,000 and the cost of running it is
another half million dollars, so I say every time the foreman wants
anything tell him what it is going to cost him.
Mr. Stock : One of the questions raised is whether we should
really teach foremen the significance of cost information.
If you will allow me to be personal for just a few minutes,
I want to say that about ten years ago I was working with your
National President, and I saw him take a group of the most hardboiled foremen I have ever seen—before or since—and teach them
how to use monthly statements after about four systematizers had
failed before he took it over. Since then I have never been skep
tical about teaching foremen costs, because it can be done, only it
takes a lot of patience sometimes. You can’t sit in the office and
do it; you have got to get out and take these cost figures and sit
right down and talk their language.
Now another question that was brought up was whether or not
we should show the foremen the balance sheet. I am a little bit
afraid of that. I would show the foremen parts of the balance
sheet, particularly those parts pertaining to the fixed assets, build
ings, plant and equipment, machinery and tools, and the inventory,
but not any further, because the foremen may draw wrong con
clusions when they look at the surplus account, etc. It will prob
ably be many a day before we can educate them up to being what
you might call “expert accountants.” It might be dangerous to
show them the complete balance sheet, but tell about the sales the
month before and you can tell about the increase or decrease in
inventory due to those sales and things of that kind.
Showing foremen profit and loss statements has been tried,
but not very successfully. In one concern we showed only gross
profits. We thought by doing that we could say to him, “In addi
tion to gross profit by classes of goods there are other expenses,
like selling and administrative,” which we were not giving. There
fore he could not draw any conclusion as to what the net profits
were.
As a matter of fact, we drew the wrong conclusions. The
foreman took the stand that because we didn’t tell him about the
selling and administrative expenses, they were a good deal lower
than what they actually were and he assumed that we were
making higher profits than we were. Whether or not we should
give the foremen the net profits in a business is a question that
I am not going to attempt to answer definitely.
But in summarizing this morning’s talk, I think we should
give foremen direct labor information, because after all direct labor
is sometimes more important than overhead, because a foreman
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may increase his overhead at times in his department by adding
increased workers, and yet his net result in the cost per unit pro
duced may be decreased. So I do think he may need direct labor
information as much as overhead. He needs to know something
about direct material which goes through the production depart
ment and also he needs to know the material and supplies situa
tion. We should let foremen look at the inventory status on the
balance sheet.
There is another point that Mr. Jordan brought to my at
tention which is a very vital one and has a psychological effect on
the foreman.
When I spoke before I said there were sixty foremen in a
certain plant that I have been in. I happened to be the speaker
at the first meeting with the foremen, and do you know some of
these men had been with that plant thirty-five years, and it was
the first time anyone had ever talked to them about what costs
mean. Some of these foremen were purchasing their own mate
rials, authorizing the purchasing department to buy materials,
with the result that this company was overstocked $2,000,000 worth
of material, which eventually had to be called obsolete due to
errors and nobody had ever told them about this situation.
And when we called the second, third, fourth and fifth meet
ings we did find that those foremen were responding and really
becoming a part of the management and were prime movers in
helping us reduce and liquidate the inventory $1,000,000 within
six months. So the very fact that you take these foremen into
your confidence, so to speak, and tell them about these things that
they have never heard before, makes them feel a good deal better
and creates a psychological effect that is wonderfully stimulating
to management.

AFTERNOON SESSION

J. T. Johnson, Jr., President, Western Massachusetts Chapter,
Presiding.
BUDGETARY CONTROL OF MANUFACTURING BURDENHOW IT SHOULD BE DONE
George E. Frazer
Frazer and Torbet, Chicago, III.

In the absence of Mr. Frazer, his paper was read by F. H.
Stocker, Regional Director:
It is my understanding that the addresses on budgetary con
trol that are to be delivered before the. Conference are to include
addresses on “How It Should Be Done” and on “How We Do It.”
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It strikes me that there may be some presumption on my part in
undertaking the subject “How It Should Be Done.” For almost
ten years now I have been professionally engaged in the installa
tion of actual budgets for practical use in manufacturing plants,
merchandise establishments, jobbing concerns, municipalities and
states. I venture to call attention to my own experience merely
to make record that I could more modestly speak on “How We
Do It” than I could on “How It Should Be Done.”
Yet it may be distinctly worth while for us to give some
consideration to budgetary theory in discussing our old tried and
true friend, the general subject of overhead expense or burden.
For, after all, the production of accurate costs rests more nearly
upon the proper treatment of burden than it does upon the proper
treatment of direct expenses. Cost accounting as a progressive
science must deal more and more continuously and intensively with
the proper distribution of burden.
We can define a budget as a record of opinion concerning the
future formed on past experience. The business budget is a guess,
more or less scientific, as to future results based upon an analysis
of past experience and of what we know about current conditions.
It is right at this point of the discussion that many business
men stop me and say with profane emphasis: “If your budget is
a guess, then I want nothing to do with it. I do not want guesses
in my business; I want facts.”
So it may be pertinent to remind ourselves that all cost ac
counting is a process of guessing or estimating. When we analyze
the payroll, for example, we are engaged in the process of pro
rating the payroll, in dollars, in hours, in number of products, or
in all three. I say that payroll analysis involves guessing, and I
mean what I say. There are a number of mechanical devices that
are sufficiently ingenious to accurately record elapsed time; to
change and count currency and even to inspect and record pro
duction results. That is, the mechanical inventions which we so
gladly use are sufficiently ingenious to record results in terms of
such classifications as we decide to use. Where the element of
guessing comes in is in setting up the classification into which we
are to divide the payroll. In analyzing payroll costs, we must
guess or form an opinion as to the utility of the classification that
we adopt for the payroll. There are an infinite number of ways
under which we may analyze the payroll of even the smallest ma
chine shop. As cost accountants, we are professional men, in that
we do hazard an opinion or estimate or guess as to classes within
the payroll. I do not think I need to belabor this point. Surely
we will all admit that a payroll classification is always an adven
ture in which we hazard our opinion, based upon such knowledge
as we have. The more knowledge we have the better our opinion
is likely to be as to desirable classifications in the payroll, and
the better our guess is likely to be in determining what classes to
set up in making the payroll analysis.
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Now, if so prosaic a part of cost accounting as payroll analysis
must of necessity involve opinion, as it surely does, it can easily
be seen that the classification of expense becomes very largely in
deed a matter of opinion or guess. The control of overhead ex
pense in a factory is a problem that daunts even the most cour
ageous of business men. Cost accountants have established them
selves as professional men largely because they have not hesitated
to tackle this problem of burden control. Indeed, so far as manu
facturing is concerned, cost accountants have been the pioneers in
budget work, and have widely applied budgetary theory in estab
lishing various methods for the prorating of overhead expenses.
In attempting burden control, cost accountants have made
use of almost every possible method of classification. The three
most widely used methods are, of course: 1, Departmental classi
fication ; 2, time classification, and 3, unit of product classification.
The wide-awake manufacturer probably uses all three of these
classifications in his own thinking as to the burden in his plant.
In the first place, he thinks of his overhead expenses as being either
general administrative or selling or shop expense. He may even
go so far in departmental classification as to divide general admin
istrative into departments, such as accounting department, credit
department, president’s office, and the like; he may divide selling
expense into departments, such as branch office expense, advertis
ing expense, and the like, and he may divide shop burden into
departments, such as machine shop expense, foundry expense, in
spection department expense, and so on to as many departments
as he thinks he needs for control. Certainly most manufacturers
think of their burden nowadays in terms of organization respon
sibility.
And, of course, the manufacturer, like the farmer, the banker,
the merchant and even the politician, is always harnessed in his
thinking to the element of time. The manufacturer must think
of his overhead expenses as expenses that run along from day
to day, week to week, month to month, year to year. No expres
sion is more familiar to professional men like myself in talking
about overhead expenses to a manufacturer than the heart-felt
exclamation: “We can shut down the plant, but the overhead ex
pense keeps running on, and on, and on.” It is very safe to as
sume that the alert manufacturer must, and will, always think
of his overhead expense in terms of time. Like the babbling brook,
overhead expense goes on forever, and the wise man who seeks
to control it must grasp at it in terms of days and weeks and
months and years.
Our cost accounting is pretty well based upon the classifica
tion of overhead expense in terms of departmental organization,
cross sectioned by comparative periods. The great percentage
of statements of overhead expense that one sees in going from
plant to plant are comparative statements of expense by depart
ments, “This week compared with last week,” or “This month com
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pared with last month,” or “This month compared with this year
to date.” The third great classification of overhead expense does
not appear as frequently as perhaps it should appear in execu
tive reports and that is the classification of overhead expense in
terms of its consumption into products. In my own thinking, I
have found it advantageous to conceive of a product as a unit that
goes through a factory picking up as it goes labor and material
and overhead expense. The labor is there, the material is there,
the overhead expense is there and there these three costs will
remain in the plant unless, and until, the products flow through
to consume them out of the plant into the outside world. I think
that most manufacturers have the same picture in their minds,
even if their cost accountants do not, and that the future esti
mates of most manufacturers are based on some consideration of
the amount of overhead expense that will be consumed by the prod
ucts and the amount of overhead expense that will remain in the
factory unconsumed by the products that have passed through it.
Here, of course, I touch upon a matter of accounting heresy.
Many of us are trained to think of overhead expense as something
that accumulates up above in a reservoir and must be dumped down
into the product of each period. Our orthodox financial statements
are so constructed as to absorb all current overhead expense into
current product and, mark you, I myself think as an auditor that
this is a mighty safe way of accounting. From the standpoint of
the profit and loss statement of the year and of the balance sheet
for the year ending, I will always strongly advise that all over
head expense of the year be assigned to the product produced
within the year. That is the orthodox accounting, and it is the
only accounting that I myself would be willing to accept if I were
a banker advancing money to the manufacturer.
Granting the necessity for orthodox accounting, there still
remains the plain fact that under ideal conditions all the overhead
expense would be absorbed by assigning to each unit of product
as it passes through the factory its proper amount of overhead
expense. That is exactly what the cost accountant tries to do in
establishing standards for the prorating of burden to products.
Budgetary control over burden, therefore, involves three defi
nite kinds of control: 1, Control over the expenses of each respon
sible unit of organization; 2, control over the expenses of each
reported period; and 3, control over the expenses absorbed by each
product or class of products.
If I set up a budget on the general office expense of the X
Manufacturing Company, I should, I think, set up the budget in
terms of the expenses of the general office for a period of time
in terms of certain expected sales or certain expected productions.
This means that I must first of all define the exact limitations of
the general office as a unit of organization. In the second place,
I must determine precisely for what period in advance I can rea
sonably estimate general office expenses, and in the third place, my
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estimate for the general office expense for the period in advance
will be of little use unless it is in terms of a definite amount of
sales or a definite amount of production, or both.
Budget work is guessing, and scientific guessing is exactly
what we pay our highest salaries for. A cheap clerk can record
known facts; almost any corporation can afford to pay 5 per cent
of its total income as a salary to a president or general manager
who can establish a proven record of accuracy in guessing the
future. So far as guessing burden for the future is concerned,
perhaps the hardest guess of all is to determine what are to be
the accountable units in the organization in the future. It is ridic
ulously easy, of course, to estimate future overhead expense in
terms of theoretical units of organization. For example, it is
ridiculously easy to say that we will have a certain overhead ex
pense for administration; another amount of overhead expense
for selling, another amount of overhead expense for buying, an
other amount of overhead expense for shop supervision. It is easy
to mouth these conventional terms as to units of cost. It requires
real guessing to estimate overhead expense in advance in terms
of the organization as it will exist during the period for which
the estimates are being made. For growth and change is the
very essence and nature of organism. The border line between
general executive work, selling, buying, credit management and
shop management is a border line that tends to constantly shift
in terms of human beings and their development. The professional
accountant who is estimating overhead expenses for the coming
three months in terms of organization makes his primary esti
mate as to what the organization itself will be at the end of the
three months. This requires not only minute knowledge of the
particular business concerned and of the human beings in it, but
also a broad and catholic knowledge of the outside business con
ditions that are constantly moulding the particular organization.
The second guess that requires a considerable amount of
genius, i.e., an infinite capacity for taking pains, is the guess as
to the period of time for which one can safely estimate in advance.
We know little about the economic cycle and general periods of
expansion and depression in business, but we all know enough
about economic trends to know that business periods do not chop
off evenly into weeks or months or years. A very moot question
is the length of time which a budget should be set up to cover.
And the third difficult guess as to overhead expense lies in
the character, quality and number of units of product that are
to receive the benefit of the overhead expense during the period
for which the estimate is being made. For even in manufacturing
plants engaged in continuous production there is always a consid
erable fluctuation in market demand for particular sizes and kinds
and even for particular qualities of standard products. As a busi
ness nation, we are at the threshold of standardization of product
and specialization of the variety of product offered to the public.
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The cost accountant becomes a professional man indeed when he
learns to form accurate judgments in advance of the particular
kind and quality of products that will pass through a manufac
turing plant.
If I have thus stressed the difficulties of setting up budgets
on overhead expense, I have done it because I believe budget mak
ing to be the crown of professional work in accounting. Budget
making is not something to be done merely in odd moments or
to be arrived at in conferences determined by the length of the
after-luncheon cigars. A poor guess is worse than none at all and
a good guess requires continuing study and research.
As a practical matter, estimates must be finally made as to
overhead expense in all manufacturing plants, whether the name
of budget is heard within the walls of the plant or not. The very
fixing of a sales price requires at least a mental estimate of costs,
and I do not need to tell professional cost accountants that the hard
est part of a cost estimate is the estimating of burden. So as a
practical matter budget estimating as to burden must be done, and
is done, every day in the business year in some form or other in
every manufacturing plant in the country. My special pleading
to-day is that careful consideration be given to the three main
factors in budget making: 1, The delimitation of units of organ
ization that are to be held accountable; 2, the selection of the
unit of time for which it is thought possible to estimate in ad
vance; and 3, the basic determination of the number of units of
production or of sales for which the overhead expense is to be
incurred.
All three of these principal factors are constantly changing
and nothing should be so accepted a truism as that a budget is set
up only that it may be revised as occasion demands.
And while I am bearing the burden of discussing the theory
of budget making, let me call your attention emphatically to the
danger of partial budget making. An estimate of sales is of value
in any business only when it is worked out in terms of esti
mated production and of estimated overhead cost. Estimates as
to burden can safely be used in controlling overhead expenses only
when the estimates are complete as to all overhead expenses.
This is not a subject that you can dodge if you pretend to
have any kind of cost accounting, for a reserve for depreciation
is a budget on obsolescence and wear and tear. A reserve for
bad debts is a budget on credit management. If you add an aver
age factor of 25 per cent to direct costs to cover the overhead
expense of administration and selling, you are setting up a budget
of 25 per cent as your basis for controlling your executives and
your salesmen.
All of you do use some few of these budget-making devices
in your control of overhead expense. There is no man who will
hear this address but has not done at least this much budget
work on burden that he has set up a reserve for depreciation or
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a reserve for bad debts or an average percentage that he adds to
direct cost to cover sales expense or administrative expense. Every
device that you systematically employ in the prorating of overhead
expense is a budget-making device. It is literally true that you
cannot prorate overhead expense in your bookkeeping department
without setting up management standards in terms of organiza
tion, in terms of reporting periods, and in terms of estimated
sales and production.
When my interest in cost accounting first became acute and
semi-professional, well, say over ten years ago, I thought of pro
rating as a device used by the bookkeeper in the allocation of the
amount of overhead expense to classes of product or to individual
job costs. My conception of prorating was that it concerned the
bookkeeper; that it began with the bookkeeper and ended with
the bookkeeper and that no one needed to know very much about
the method of prorating used excepting the bookkeeper. The last
ten years of active professional work have thoroughly convinced
me, as one accountant, that prorating is not simply a bookkeeping
device. It is primarily a policy-making device. Where you pro
rate on the basis of the sales dollar you adopt the policy for the
business of emphasis on sales volume. Where you prorate on
the basis of machine hours you adopt for the business the policy
of emphasis on mechanical output. If you set up a hybrid pro
rating device, such as the machine hour-ton, you are emphasizing
as a business policy the definite association in the business of
two essentials—in that case, mechanical output and gross volume
by weight.
Similarly, if a depreciation reserve is set up on percentages
based on life of property, the business thus served is adopting
as a definite policy the idea that machinery should wear out in
use. In many cases in my own experience I have found that it
would be much better for a particular business had it adopted as
a basis for its depreciation reserve not the theory of wearing
out in use, but merely the theory of obsolescence through progress
of mechanical arts. In plain terms, the basis for the reserve for
depreciation should not have been set by the cost accountant, but
should have been set by the general manager, having in view
the production policies of the establishment. Similarly, a reserve
for bad debts can be set up on the basis of past experience, e.g.,
the bookkeeper may average the losses on bad accounts over a
period of ten years and obtain a ratio to sales and this ratio
may be used as the basis for reserve for bad debts. In compa
nies that set up their bad debts reserve along this line there is
the definite adoption as a management policy of the idea that past
experience should govern future credit losses. Whereas, of course,
it might have been much better policy to have deliberately incurred
greater credit risk. Many a credit manager holds down the activi
ties of the selling department because of his worship of the fetish
of negligible losses in collections.
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“How It Should Be Done”—that is indeed a question for argu
ment without end. Certain it is that overhead expense must be
estimated in advance and that the cost accountant is the proper
professional adviser within the organization to produce the esti
mate for consideration and adoption by the general executives.
It seems equally certain to me that the estimate must be in terms
of accountable men, that is, in terms of definite units of organ
ization; that the estimate must be in terms of periods of time as
far in advance as estimates can safely be made; and that the
estimates must be in terms of the production and sales expected.
Sufficient imagination must be used to estimate in advance the
changes that will probably take place. Common sense must be
followed enough to hold the estimates in line with proven past
experience. Future possibilities against past experience—how easy
it would be to make estimates on overhead expense if one could
estimate simply in terms of future possibilities or else, forgetting
the future, estimate simply in terms of past experience. “How
happy I could be with either, were t’other dear charmer away.”
Here is a good place for me to stop on the theoretical side
of this discussion. A $20-a-week clerk can analyze a payroll or
can analyze stores issues, given the classification to work on. A
$50-a-week cost clerk can set up a reserve for depreciation, or a
reserve for bad debts, or a selling expense factor based purely
on text-book data or on past records. The highest priced execu
tive in the country is none too good a man to set up the budget
on overhead expense that adequately passes under review the
changes that are likely to take place in the organization units;
the period of time for which a classification can safely be made;
and the changes in character, kind and number of units of product
that will be brought about for the particular enterprise as a single
business concern struggling in the full flood of world-wide trade.

BUDGETARY CONTROL OF MANUFACTURING BURDENHOW WE DO IT
F. S. Hatch
Moore Drop Forging Co., Springfield, Mass.
When the Regional Director, with whom I have had consid
erable contact, as we are both engaged in the drop forging indus
try, asked me to make this address, I was uncertain whether to
stick literally to my subject—“How We Do It”—or endeavor to
make my remarks more general. In deciding to adhere closely
to our own plan, I was influenced by the disastrous result of a
statement I made recently in addressing the Western Massachu
setts Chapter. We photograph one of every kind of forging we
make and mount the finished picture on our master cost card. Its
value to the cost department is obvious. As I was thinking mostly
of metal products, like our own, I made the rash statement that
all cost departments would be enlightened by the use of photo
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graphs of the product. One of our members, the comptroller of
Tait Brothers, the well-known ice cream manufacturers, spoiled
the party entirely by asking, “How about ice cream?” I do not
wish to be caught that way before this gathering, so will stick
to my subject—“How We Do It.”
An article on “How We Do It” can be handled better as a
printed article than as an address, for in the printed article can
be shown forms and reports properly filled out and co-related. I
dislike to distribute forms at a meeting of this sort, for they dis
tract the attention of both the speaker and audience and many
little discussions of the forms spring up around the hall in com
petition with the speaker. I will describe no forms and only a
few reports.
In order that you may understand why we do it, as well
as how we do it, I should give you a brief description of the
drop forging business. Drop forging is the forming of a piece
of steel (generally in bar form) into the desired shape by squeez
ing or hammering it when hot between two dies into which are
sunk an impression of the shape the finished forging is to take.
The industry is an outgrowth of the old village blacksmith’s
trade. It has reached its present size through the stimulus of the
firearms business, then the bicycle business and the automobile
industry. As compared with the few pieces of metal the black
smith could fashion with his anvil and hammer, we make some
forgings at the rate of 15,000 per day on one hammer.
Our work is very simple and our business would be consid
ered only a single process by some plants. Many of the members
present represent machine tool building companies and possibly
some of you have your own drop forging plant. If so, you prob
ably treat it as a comparatively insignificant department of your
business and have one burden rate to include everything done in
that department. I certainly hope that you do not include the drop
forging department in one general plant overhead rate, for the
ratio of overhead to direct labor in a forging plant is 350 per cent
to 400 per cent. We have in our two plants over 100 drop ham
mers, so that every little operation multiplied on 100 becomes of
vast importance in our case, and your insignificant department is
split up into some thirty odd burden centers in each one of our
plants.
The success of a drop forging plant depends upon the effi
ciency of the hammers. They are the key to the whole shop. If
hammers are idle, there is no work for subsequent processes. The
hammer operations are so important that a daily report is pre
pared the first thing every morning, showing for every hammer
in both plants the number of hours it was engaged on productive
work, the forger’s name, the die number and the number of pieces
produced. If the hammer was operated full time, but the pieces
(or forgings) produced were low, we want to know it at once, for
therein lies the difference between profit and loss on a job.
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The biggest element of uncertainty in estimating on a forg
ing order is the number of forgings which can be made per day
or per hour. The raw material—steel—is quite definitely known,
barring any unusual spoilage. The labor cost is set per piece.
The burden, which runs to several dollars an hour on light ham
mers and a great many dollars per hour on the heavy hammers,
is often more than the material and labor together. Think of the
difference in the cost per piece when a hammer makes only 1,200
forgings per day instead of the 1,500 forgings per day estimated
when the job was taken. No wonder the manager wants a com
plete daily production report the first thing every morning.
We also prepare a daily “lost hours report” accounting for
all lost time under some twenty-five standard reasons, such as
power off, making repairs on hammers, making repairs on die,
changing hammer board, waiting for steel, etc., etc. These two
reports give the manager a clear idea of what transpired in the
forge departments the previous day. This report is recapitulated
every week and discussed at our weekly foremen’s meetings.
In addition to these reports, the payroll department analyzes
the payroll by departments and centers—showing it by productive
and non-productive and also by piece work and day work just as
soon as the weekly payroll is finished, and gives a report to the
general manager. In the meantime he has had the daily produc
tion reports totaled for the week and now compares payroll to
production and figures the ratios, etc. By getting out the reports
so promptly the shop management has an opportunity to cor
rect any weaknesses and wrong tendencies which are disclosed be
fore it is too late. These reports give a rough idea of some of
our simplest means of controlling production.
We also prepare a daily “lost hours report” accounting for
fully worked out burden development. Land and building factors
are calculated and apportioned to burden centers on an equitable
basis. Drop hammers and presses, motors and generators, ma
chine tools, shafting, pulleys and belting, pipe and fittings, in fact
all fixed assets are allocated to the burden centers and the fixed
charges thereon, interest on investment, taxes, insurance, depre
ciation and repairs to buildings are estimated and charged to the
respective centers. The total costs of steam, electric power, com
pressed air, etc., are calculated and apportioned to the depart
ments using these items on the basis of consumption. Indirect
labor is estimated for each burden center by reviewing past rec
ords and allowing for any changes in wage rates and probable
changes in operating schedules. The supplies used in each center
are determined in about the same way, and allowing for any
general trend upward or downward in commodity prices. The
same is true in repairs to machinery and equipment. The gen
eral factory expense, that is, supervision and plant administra
tion, including planning, cost and payroll departments, is distrib
uted to the productive centers at a rate per employee. Certain
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miscellaneous expenses peculiar to a particular department or bur
den center are then calculated. We have now set the estimated
burden or expense budget of every burden center classified under
the following headings: Indirect labor, supplies, repairs and main
tenance of machinery, general factory expense—per employee, fixed
charges, redistributed expenses and miscellaneous charges.
These charges are then added and the total operating expense
divided by the estimated productive capacity of the center, ex
pressed in pounds, hammer hours, or whatever the logical basis
may be to give a rate at which to apply the burden earned to the
product passing through that center.
We also divide our total selling and administrative expenses
by total hammer hours to give a rate per hour for applying these
expenses to individual jobs and to use in estimating. This may
seem to you to be a queer basis for distributing these expenses,
but it is the correct one for our industry. The cost committee
of the American Drop Forging Institute has just devoted an en
tire paper to this subject, so it is too much of a diversion from
my subject to take up here.
We have now set a budget and a rate for every burden or
process center in our plants and also for our selling and admin
istrative expenses. Incidentally we budget sales, purchases, cash
requirements, in fact everything about the business that is sus
ceptible of budgeting or forecasting. We have just forecast a
balance sheet of our business at the end of our fiscal year, October
31. Naturally we are not showing it to our bankers, but it will
be very interesting to check it against our actual figures next fall.
Having established these departmental budgets, how do we
control the actual expenses? A ledger sheet is opened for each
burden center on which is a separate column for each of the above
expenses and also columns for total burden, earned burden and
unearned burden. At the top of each column is entered in colored
ink the estimated amount or budget of that particular item for a
period. The actual charges to every center, whether from the pay
roll distribution, journal entries, material and supply requisitions,
or direct from the distribution of purchase invoices, are posted to
the proper columns on their respective burden ledger sheets. We
close our books thirteen times a year at equal periods of four
weeks each. This makes all periods equal and truly comparative
and they always end with the payroll week. At the end of the
period the ledger sheets are added and each column then shows
the actual period total of that particular expense item in compari
son with the estimated amount at the top of the column and also
in comparison with the total for previous periods. This gives
the cost department all the necessary material to prompt an inves
tigation of any items that appear to be out of line. In fact,
a cost clerk, if he is working with his brain instead of simply
posting mechanically, should note these discrepancies as he goes
along. If the supply column shows an estimate of $200 per period
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and for several periods that item averages about $200 and then
jumps to $400, we know that something is wrong and an inves
tigation and correction is then taken up.
With the information divulged by the burden ledger and some
knowledge of the future scale of operations, it is a simple matter
to revise burden rates when necessary. The rates should not be
revised whenever there is a temporary fluctuation in expenses or
production. They should be set for a fairly long swing and revised
only when the fluctuations show a constant trend in one direction.
We have revised our rates only once a year during the last two
years.
After the burden ledgers are added and balanced at the end
of each period, a burden report is prepared for each of our plants.
This statement lists the numbers and names of the burden centers
down the left edge of the sheet and has columns from left to
right for the above classes of expenses, also for total actual bur
den, scheduled burden, variance, earned burden and balance un
earned. For the benefit of the accountants who are not familiar
with these terms, may I explain that burden variance is the dif
ference between the estimated or scheduled burden and the actual
debits; the earned burden is the amount credited by multiplying
the actual production—hours, pounds or pieces—by the burden
rate; and the unearned burden is the difference between the ac
tual debits to the center and the amount earned.
This unearned burden represents a loss from unused capacity
and is charged directly to profit and loss. In our opinion the
product made during a certain period should not be loaded with
the expenses of that period resulting in a high unit cost when
production is low and a low unit cost when the volume of pro
duction is high. The forgings turned out on a certain hammer
are being produced just as efficiently as ever although the hammer
beside it is shut down for lack of work. That idle hammer does
not increase the unit cost of forgings made on the busy hammer.
It does, however, fail to earn its fixed charges and the lost capac
ity is a direct charge to profit and loss.
This burden report gives the management at a glance the re
sults in each center and the totals of the above items for all cen
ters or departments in the plant for the period, and as these re
ports are prepared in about ten days after the close of a period
the information is live enough to be of some use. It is not ancient
history.
We then prepare for the management another set of state
ments, a report for each burden center showing the individual
totals of each class of expenses for all periods to date in com
parison with one another and also in comparison with the esti
mates. This statement also shows the actual production for each
period expressed in pounds, hammer hours or whatever the basis
may be, together with the estimated production. We now have
a detailed statement of expenses and production for all centers
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for one period and a statement for each center for all periods.
The latter appears to us to be a more useful statement than one
showing merely cumulative figures to date. The cumulative state
ment shows total estimated and actual expense over a certain
period of time. You can average this total by periods, but for
any further detailed information you must go back over the indi
vidual reports for each period. How much better it is to have
the figures for every period in comparative form.
I have endeavored to tell you “How We Do It.” You natu
rally want to know, “Does this method do it?” Most emphatically
it does. We have had this plan in effect since 1914. Naturally
there have been many changes and revisions, but we are still work
ing on the same fundamentals. Our knowledge of these burden
operations accumulated over this period of years enable us to
budget expenses fairly accurately for a stated amount of produc
tion and set very close rates. Last year in one of our most im
portant centers which has an annual operating charge of $54,000,
we set a rate of $1.85 per machine hour and at the end of the
year the total actual expense divided by the total machine hours
showed an actual average of $1.86 per machine hour. We esti
mated an hourly rate of $2.20 in another large center with an
annual budget of $52,000 and the actual average was $2.29. This
proves that the way we do it gives us a fairly good control of
our manufacturing burden.
I assume that you will ask some questions in the discussion
which is to follow. I will do my best to answer them, but when
a very small boy I learned that there were many more questions
than answers in this world and my teachers always asked me the
questions that had no answers.
Discussion
F. C. Thurston, Wickwire-Spencer Steel Corp., Worcester:
My method of discussing this matter will be more along the line
of picking out a point here and there on which to talk and then
trying to lead you people into it. I am going to call the atten
tion of the cost accounting profession to the wonderful oppor
tunities that lie ahead of us in budget making. I feel that we
have only just started on this line of work; I feel that the oppor
tunities are endless. For who has a better knowledge of what
has been done? Who can tell better than anybody else what shall
be done in the future? Think of the opportunity of reaching from
the highest executive, who must in his own mind create some
kind of a mental budget of his own, and carrying that from the
chief executive down through the general manager, the superin
tendent, the foreman, the sub-foreman and the workman. Who
has a better opportunity than the cost man? I feel that the oppor
tunity now is wonderful and it certainly will be a great future
opportunity for the cost profession if they grasp it. Certainly
if we do not, somebody else will.
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Also it brings out the point of what our Association has been
trying to do in promoting interest among various concerns who
are engaged in the same line of business, getting together regard
ing cost matters. And they must certainly refer back to this
paper of Mr. Frazer’s in setting up some standard of budget in
the way of machine hours, man hours, etc. They must have
something of that kind in order to get to a common ground.
I am working for a concern which has lately combined and
absorbed various companies, and we find in each separate company
that we have taken in a different line-up of work, a different
method of figuring, and it is only by long hours and hard work
that we expect to get on one uniform basis and we expect to do
it by this budget control.
I want to take the matter up here concerning one statement
of Frazer’s and then leave it for you to discuss.
He states: “Here I touch upon a matter of accounting heresy.
Many of us are trained to think of overhead expense as something
that accumulates up above in a reservoir and must be turned down
into the product of each period. Our orthodox financial statement
is so constructed as to absorb all current overhead in the current
product, and, mark you, I myself think as an auditor that this
is a mighty safe way of accounting, from the standpoint of the
profit and loss statement of the year and of the balance sheet for
the year ending. I will always strongly advise that all overhead
expense of the year be assigned to the product produced within
the year. That is orthodox accounting and accounting that I
myself would be willing to accept if I were a banker advancing
money to the manufacturer.”
Here is the question I wanted to put to Mr. Frazer: Does
he believe that all current overhead expense, we will say in a year,
should be applied to his product, and by being applied to his prod
uct, show in his inventories? Isn’t there danger of inflation in
your inventories if you apply all overhead expense, particularly
so when you have had a lean year? I just wanted to leave that
for you to answer, as long as Mr. Frazer is not here.
W. B. McKay (Pawtucket) : I would like to ask Mr. Hatch
a question. He says they close their books thirteen times a year.
How do they get all expenses in the books in an equal amount when
other concerns are doing business on the calendar months, and it
might happen that they would get two invoices from the same con
cern in a given period ? To illustrate my point, we purchase power,
and were we to do this, we would be liable to get two power bills
within one period.
Mr. Hatch : We know pretty well how our power runs, how
it averages as to cost. If we are closing our books on the 31st
of the month, we know that we have twenty-one days estimated
on the April power bill, and we handle in the same way the tele
phone and telegraph bills and anything of that nature. Of course,
most of the invoices coming through are based on the purchases
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of our purchasing department and it is very easy to check them up
to see if any expense bills of which we have had the benefit have
not been rendered.
We handle the matter in that way and all the more or less
fixed charges we accrue just as you would set up and figure any
accrued expenses at the end of any period.
T. P. Calhoun (Worcester) : I should like to ask Mr. Hatch
how he arrives at the normal hammer hours. I judge that the
hammer is the key to your industry and that you estimate your
production in hammer hours first and other things follow the
hammer hours. Do you base your prospective rate upon the ham
mer hours that you think you can sell or hammer hours that you
think you could run along at a good even gait?
Mr. Hatch: The hammer hour is used as a basis. We
figure on what we think we can run the hammers after allowing
for necessary repairs and time down and other reasons that can
not very well be avoided; figure out the total possible hours in
the year, being the number of hours per day we run times so
many days. From this total we take off a percentage of the
allowance of all time down which can’t be avoided, and then it
is up to the sales department to sell the capacity of those hammers.
As a matter of fact, we have had no trouble the last two years in
doing that.
Mr. Calhoun: Somewhere you mentioned not being able to
estimate the sales very closely. In your reasoning why do the
sales enter into your budget system?
Mr. Hatch: I don’t recall making the statement. I said
in connection with the financial budget we do budget our sales.
We budget the sales the first of every year for a year ahead and
have charts showing the progressive curve of our sales during
the year and the actual curve, so that we do make an attempt
to budget sales and control them. I did make a statement that
it was very necessary for us to have some knowledge of the scale
of operations when you really depend on sales, in order to set a
burden. Unless we know what is going on in the shop, how many
hours we are likely to need, we don’t know how much the fluc
tuating expenses will be, but we do budget them as closely as we
can just as we do our operating expenses.
F. H. Stocker (Hartford): I would like to ask if you set up
reserves for your actual charges and charge your actual charges
to these reserves; for instance, reserve for repairs, so that you
will get a straight charge every month and not have a fluctuating
center on department overhead.
Mr. Hatch: We do that on all repairs to buildings when
you may run along without any actual repairs sometimes and then
get a very heavy charge, such as a new stairway or a new roof, but
we do not for our repairs to machinery. We set our depreciation
rates on machinery sufficiently high to take care of the major
repairs, such as new uprights, new hammer bases and items that
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may run into several hundreds or into thousands of dollars at
a time. But for the small minor repairs we charge them right
into the center as they come along.
L. S. Zahronsky (Hartford) : I would like to ask if you
charge replacement of uprights into their depreciation rate and
get away with it as far as the Government is concerned.
Mr. Hatch : The best answer is we always have.
F. Bridge, Jr. (Providence) : Mr. Hatch, you say that you
estimate a burden rate at the beginning of each year based on
your probable production due to probable sales. When the order
comes in or requirements come in, do you use that burden rate
for that year on your quotation prices or do you use the burden
rates made up of an average of good business and bad business.
Mr. Hatch: We use that burden rate.
Mr. Bridge: If you estimated a case of declining business,
you would be estimating at higher prices than in a year when
you had prosperous business.
Mr. Hatch: We use the standard rate all the year. If we
are having a decline in business, we don’t increase our unit cost,
we get a direct charge to profit and loss, to unearned burden.
Mr. Bridge : If you estimate in a year of declining business
that your production and therefore your sales were going to be
considerably less than in a previous year, you would be using a
higher burden rate for that year.
Mr. Hatch : We don’t set a burden rate for this year based
on what the burden rate was last year. If we think our business
is going to be less this year, naturally with less productive ham
mer hours, we take that into consideration and would set a higher
burden rate to start with, but we would not change that burden
rate very often. We might, but as far as we have gone in this
fiscal year we have not changed our rates. We have changed our
rates as often as once in six months, but in the last two years
we have only changed them once in two years. I am not advo
cating that as a policy, but that has been our experience.
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